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For Respondent: Philip M Prarley
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OP1 NI ON

This appeal isnmade pursuant to sectien
18646 of the Revenue and Taxati on Code from the
action of the Franchise Tax Board in denying the petition
of Jeffrey S. Horwich for reassessment of ajeopardy
assessment of personal inconme tax in the amount £
$15,578 for the year 1981.

1/ Urnless otherwise specified, all section references
are to sections of the Revenue and Taxation Code as in
‘ effect for the year in issue.
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The issue presented by this appeal is whether
respondent's reconszruction of appellant's income is
supported by the record on appeal

On November 10, 1981, an individual named Allen
Lepley was arrested for burglary by the Las Angel es
Sheriff 's Departnent. & nonth later, Lepley and his
burglary partner, John Gay, confessed that since January
1981, they had perp2trate.d several hundred burglaries in
southern Los Angeles County. During their adnissions,
the two burglars stated -that they had sold sone of the
jewel ry and guns th=y stole to appellant, adental
student enrolled in the University of Southern
California. In addition, the burglars inplicated two
i ndependent jewelers named Cifford Clayden and Dal
Tucker, and several other parties as being, buyers of
their stolen property. Both crimnals agreed to
cooperate with an investigation of taose individuals to
wham t hey had sol d stol en goods.

On January 13, 1982, Gay and an undercover
sheri ££'s officer sold appellant a stolen video tape
recorder. On January 15, 1982, the sheriff's departnment
obtai ned and executed a search warrant for appellant's
resi dence. Anobng the itens confiscated by the investiga-
ting officers were several pistols,- many pieces of
jewelry, gold, and Loose precious stones, and several
sets of records pertaining to the buying and selling of
jewel ry. Eventually, appellant pled quiltyto one count
of receiving stolen property, a pistel, and was sentenced
to Eive years probation

Soon after appellant's residence wassearched,
respondent was informed of the above discoveries and
determ ned that appellant had received unreported incone
fromthe buying and selling of stolen property. Respon—
dent also determned that the collection of tax would be
jeopardi zed by delay. Respondent estimated appellant's
i ncome for 1981 by theuse of the cash expenditure nethod
of incone, reconstruction. First, respondent assuned that
all of the Jjewelry found during the search wasstolen and
had been purchased by appellant for "fair market value,."
a value estimated by respondent. Next, respondent inter-
preted sone of the records found during the search as
I ndicating that appellant had |oaned his father and his
sister each over $10,000. Lastly, respondent determ ned
t hat appellant had iiving expenses of $1,00Q per nonth.
As respondent determ ned that appellant did not have the

known resources to conduct these transactions, it deter-
mned that all of tne above~described expenditures
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represented income earned in 1981 from 'his illega
busi ness of buying and selling stolen property.
Respondent totaled all of the |listed expenditures to
arrive at its incone estimation and issued the
appropriate assessnent.

Subse?uently, appellant filed a petition for
reassessment. n the course of his protest, appellant
produced evi dence that although some ¢f the guns found
during the search were stolen Broperty, much of the
confiscated jewelry was owned by other parties and that
appel lant was sinply storing the itenms in his floor safe.
Further, appellant clained that he received over $23,000
in loans from his relatives, Appellant also stated that
he was living with his parents where he was not required
to pay for roomor board, Therefore, respondent 's
eg:imats oo of living expers:s was fa- ir- excerss of

appel lant's true expenses. Finally, appellant produced
evidence of $13,000 in student |oans that he took out to
hel p hi mthrough dental school. Appellant contended that
these loans plus the loans from his-famly accounted for
hi s Iivin% expenses for 1981 as well as the funds with
whi ch he bought the few confiscated itams - discavered to
be stolen. pellant claimed that he did not earn nore
than $5,000 in adjusted gross incone, and, therefore, was
not required to file a tax return for 1981. Finally,
appel l ant took issue with the fact that respondent issued
a Jeopardy assessnent before the tinme for filing a return
for 1981 had expired.

Respondent rejected appellant's explanation as
to his income, determning that even if the confiscated
items were not stolen, appellant still had vast anounts
of income fromhis participation in an alleged "fencing"
part ner ship. Consequently, respondent denied appellant's
petition and this appeal followed.

Under the California Personal Incone Tax Law, a
taxpayer is required to state the itens of his gross

i ncone during the taxable year. (Rev. & Tax. Code,
§ 18401.) Except as otherwi se provided by |aw, gross
incone is defined to include "all incone from whatever

source derived" (Rev. & Tax. Code, § 17071), and it is.
wel | established that any gain fromthe sale of stolen
property constitutes gross iIncome. (Appeal of Kenneth e.
sayne, Cal. St. Bd. of Equal:, My 4, 1983.)

~ Each taxpayer is required to maintain such
accounting records as will enable himto file an accurate
return, and in the absence of such records, the taxing
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agency is authorized to conpute a taxpayer's income by
what ever method will, in its judgment, clearly reflect

I ncome. (Rev. & Tax. Code, 5 17561; |.R C. § 446.)

Where a taxpayer fails to maintain the proper records, an
approxi mation of net inconme is justified even if the
calculation is not exact. (Appeal of Siroos Ghazali,
cal. st. Bd. of Equal., Apr. 9, 1985.) Furthernore, the
exi stence of unreported inconme may be denonstrated by any
practical nethod of proof that is available and it is the
t axpayer's burden to prove that a reasonable reconstruc-
tion of income is erroneous. (Appeal of Marcel C.
Robles, Cal. St. Bd. of Equal., June 28, 197%.) If,
however, the reconstruction is found to be based on
assunptions |acking corroboration in the record, the
assessment is deemed arbitrary and unreasonable, (Shades
Ridge Holding Co., Inc. v. Commissioner, § 64,375 T.C.M.
(F-a7 (79%4), affd. Wb nom., rioretla v. Comm ssioner,
361 F.2d 326 (S5th Cir. 1966).) In SuCh instance the
reviewing authority may redeterm ne the taxpayer's incone
on the facts adduced fromthe record- (Mtchell .

Conmi ssi oner, 416 7.24 101 (7th Cr, 196S); Whitten v.
Commissioner, 4 80,245 T.C. M (p-8) (1980); Appeal of
David Leon Rose, Cal. St. Bd. of Equal., Mar'. &, 1976.)

The first question presented by this appeal is
whether appellant Was involved in the buying and selling

of stolen property. Respondent may adequately carry its
burden of proof that a taxpayer received unreported
I nconme through a prinma facie showingof illegal activity

by the taxpayer- (Ball v. Franchise Tax Board,
Cal.App.2d 843 (53 CTal.Rptr. 537] (1966); Appeal_of Bee
Yang Juhang, Cal. St. 8d. of Equal., Nov. 6, 1985.

Evi dence contained in police reports, even though it is
hearsay evidence, may be considered by this hoard as it
Is the sort of evidence on which responsible persons are
accustoned to rely in the cenduct of serious. affairs,
(Appeal of Carl E. Adanms, Cal. St. Bd. of Egual., War. t,
1983.) Respondent™s conclusion that appellant was a
"fence" was based upon his plea wherein he admtted 'that
he purchased a stolen pistol and upon statenents in a
police report by the two burglars that appel |l ant had
purchased stol en property fromthem 30-35 tinmes in the
six nonths prior to their arrests. They also stated that
some of the jewelry purchased by appellant subsequently
appeared in the showases of the Claydon Jewelry store.
Appel | ant has not produced any evidence to explain or
contradi ct this evidence. Accordingly, coupling these
facts with the discovery of stolen goods in appellant's
resi dence, we find that respondent has established that
appel l ant was involved with the buying and seiling of
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stolen property and that ne made some incone from those
efforts.

The next issue is whether respondent properly
reconstructed the amount of incone appellant received
fromthe illegal buying and selling of stolen goods. To
arrive at its estimate of income, respondent used the
cash expenditure nmethod of reconstructing inc%ne, a
variation of the net worth nethod. Both of these methods
are used to indirectly prove the receigt of unreported
t axabl e incomne. (Appeal of Fred Dale Stegman, Cal. St.
8d. of Equal., Jan. 8, 1285.) The net worth method
i nvol ves ascertaining a taxpayer's net worth at the
beqi nning and end of a tax period. |f a taxpayer's net
worth has increased during that period, the taxpayer's
nondeducti bl e expenditures, including living expenses,
ar= added to the increase and if that amount cannot be
accounted tfor by his reported income plus nis nontaxable
income, it is assuned to represent unreported taxable
income. The cash expenditure nethod may be used when the
t axpayer spends unreported income rather than accunu-
lating it. (appeal Oof Fred Dale Stegman, supra.) In
such a case, the government estimates unreported taxable
i ncome by ascertaining what portion of the noney spent
during the tax period is not attributabie to reSources on
hand at the beginning of the period, to nontaxable
receipts, and tfo reported inconme received during that
period. (See Holland v. United states, 348 U S. 121([99
L.Ed. 150) (1954); Taglianettl v. United States 398 F. 2d
558 (1st Cir. 1968).)

The use of the net worth nethod and the cash

expendi ture nmethod has been approved by the United States
Suprene Court. (Holland v. United States, supra; United
States v. Johnson, 319 U.S. 3503 (87 L.Ed. 1546} (1943).)
I'n Holl and,. a criminal action involving the net worth
met hod, the court, recognizing that the use af that
nmethod placed the taxpayer at a distinct disadvantage,
established certain safeguards to mnimze the danger for
the innocent. One of these is the requirementthat the.
government establish "with reasonable certainty . .. an
aﬁening net worth, to serve as a starting point from

ich to calculate future increases in the taxgaﬂer's
assets." (Holland v. United States, supra, 343 U S. at
,132.) the hol'ding of HolTand has been extended to cases
"involving the cash expenditure nethod. (Du$ree v. United
States, 218 #.2d4 781 (5th. cir. 1955).) It has also been
held to apply to civil cases in which the burden of proof
is on the taxpayer rather than the governnent. (Thomas
v. Conmi ssioner, 223 F.2& 83, 96 /‘6th Cr. 1955}.) In
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such cases, the burden of proof remains on the taxpayer,
but the record nust contain at |east some proof which
"makes clear the extent of any contribution which
beginnin? resources or a dimnution of resources over
time could have made to expenditures." (Taglianetti. wv.
United States, supra, 398 F.2d at 565.) If such proof is
lacking, the government's determnations are arbitrary
and cannot be sust ai ned. (Taglianetti v. United States,
supra; Thomas v. Conmi ssioner, supra.)

Neither party has provided us withaspecific
opening net worth for 1981. as respondent has used the
cash expenditure nmethod of income reconstruction
however, the need to establish a specific opening net
worth dollar 'amount is dimnished, (Taglianetti "v.
United States, supra.) |If the circunstances of an appeal
p: 2vide : oa:zis for determiring a reascnapble approxima-—
tion of an opening net worth, we will uphold its

validity. See Appeal of Dennis and Cynthia Arncld, cal.
st. Bd. of Equal., #ay 6, 1986, fn. 2.)

Appel |l ant was a dental student at anexpensive ‘
private school. &e had apparently been a studest for a

nunber of years. His only known enploynent in the three
years prior to 1981 consisted of part-tinme work which did
not pay him nore than $2,300 a year. H'S orly known
asset was a 7971 Porsche.. Furthernore, appellant
apparently took out several student loans to pay tujtion
and, presumably, sonme of his living expenses. The fact
that he had very few assets, that he had little known
inconme prior to 1981, and that he had to borrow for his
education, thereby indicating that he had little in cash
reserves, supports a conclusion that appellant's 1981
OEening net worth was negligible. Consequently, we find
t hat appellant had a mninmal opening net worth and any
expenditures that can be credited to appellant for 1281
must have cone frominconme received during that year.
(see Appeal of Dennis and Cynthia arnold, supra,.)

We turn.to the question of which af the alleged.

expenditures may be credited to appellant. Respondent

reviewed appellant's records seized in the search of his

resi dence and determ ned that notations below his

sister's and father's nanes evidenced_ | oans or gifts nmade

by appellant to his relatives. Aappellant disputes this

contenti on. .
I n supﬁort of his position, appellant argues

t hat respondent has misinterpreted his records and points

to a separate sheet of paper in the seized reccrds
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entitled "Money out,” under which he wote "500 to Dad."
(Resp. Br., Ex. F at 23.) The contention is that if
appel l ant had paid mcney to his father and sister, those
paynents woul d have been recorded on that page. W al'so
note that the page recording anounts under the names of
his relatives I1s |located a anumber of pages renoved from
the *doney Qut" page. Furthernore, respondent has not
provided us with any evidence, other than its
interpretation of the records, 10 support is position,
In I'ight of the extensive records kept by appellant,
i ncluding the one page narked ®Money Qut," and the lack
of evi dence supporting respondent's position, we find
that respondent incorrectly interpreted appellant‘s
records as indicating that appellant |oaned nmoney to his
relatives. Therefore, as respondent has failed to prove
those all eged expenditures exisrted, it has failed. to
pr »: thal thay repressented n-repcrted raxable I ncone to
appel | ant -

W now turn to respondent's determination that
appel l ant had $1,000' a nonth in living expenses.. Rather
t han produci ng evidence of these alleged living expenses,
respondent sinply relies on the Appeal of Kenneth .
Sayne supra, Wwherein we found tRat Living expenses for a
single male in 1978 of over $1,000 a nmonth was 2
reasonabl e amcunt. Respondent’'s interpretation of that
case is rather |iberal. In the Appeal of Kenneth E.
Sapwe, we stated that a careful review of the
record supported a conclusion that "each of the el enents
of respondent's reconstruction fornula is reasonable,”
Consequently, there was a factual basis in the record to
support respondent's determination. Wile we agree that
respondent mmy, inh the proper circunstance, estimate
living expenses , there nust be sonme basis for that
det erm nati on. (See G ddio v. Comm ssioner, 54 T.C. 1530
(1970) , wherein the court approved an estimation of
living expenses based upon the Bureau of Labor Statistics
tabl es; see al so Denson v. Conmi ssioner, ¢ 82,360 T.C.M.
(P-H) (1982).) There s no such basis in this appeal,
Furthernore, even if we were to find that $1,300 a nonth
was a reasonable anount of |iving expenrses for a single
male in 1981, those expenses would necessarily include
room and board, itens that appellant was nut required to
pay while living with his parents. An estimation of
expenses that does not take into account- a taxpayer's
circunstances is clearly arbitrary. (See Taglianetti v.
United States, supra.)

[Where]l it is apparent from the record that ...
[respondent's] determnation is arbitrary and
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excessive, the taxpayer is not required to
establish the correct amount that lawfully
m ght be charged against him, and 'he is not

required to pay a tax that he obviously does
not owe.

(Durkee v. Conm ssioner, 162 r.2d4 184, 187 (6th Cir.
19477} .)

Consequently, we find that respondent's
estimation of appellant's living expenses is not
sugported by the record, and is, therefore, arbitrary and
ﬁps: be excluded in its entirety froma reconstruction of

IS income.

W note, however, that appellant was a student
at e Tiversity of Scuthern Califarnis Schocl of
Dentistry, an expensive private university, 2= a
student, appel lant was required to Pay turtion, purchase
books, and buy other necessary supplies for his dental
school, These necessary expenditures for 1981 were
approxi mately $10,700. Accordingly, it is reasonable to
assunme that appellant nade these expenditures and-that
they canme out of current receipts, either taxable or
nont axabl e, for 1981.

The | ast series of expenditures in question
involve the jewelry found in appellant's safe.
Respondent assumed all of the jewelry had been purchased.
b% appellant and assigned a val ue of $120,000 to the |ot.
Thi s assunption was supported by the fact that one item
of jewelry, several handguns, and a television set were
all identified as stolen property.

Appel  ant disputes respondent’'s determ nation

% contending that noDSt of the jewelry belonged to others

0 were storing their goods in his safe. In support of
his position, appellant has submtted a copy of an
apprai sal Letter dated 1979 which identifies many of the
jewelry itens found in the safe as being owned by his
sister. Furthernore, appellant's records and a letter
from Morando Jewel s indicate that he was selling sone
items of jewelry on consignnent for that store.
Apparently, many of the itens impounded by the sheriff's
office were consignnment itens from Mrando's; appellant
has submtted a letter dated 10 days after his arrest
wherein Morande Jewel s requested that the sheriff's
office release specific itens of jewelry as Morando's was
the rightful owner. Consequently,” we find that appellant
has proven that these two groups of jewels were not
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purchased by appellant and, therefore, were inproperly
i ncluded in respondent's estimation of incone.

The above finding does not account for all of
the itens seized. First, to account for the bal ance of
the jewelry, appellant states that sone of the seized
jewel s and gol d were purchased by himfor his. legitimate
jewel ry setting business. H's records support this
contention and indicate that he bought {hose iten% in
1981, prior to his arrest. Second, ~at [east- one bracel et
was stclec property, as were six pistols and the
tel evision set. Aé statenents made by the burglars
indicate that they inmediately sold the gaods they stole,
we may assume that all of the stolen itens had been
purchased by appellant in 1981, the year of their theft.
As ~#e hav e determined tha: ippellinz’sre*warthat the
begi nning of 1981 was essentially zero, we rnay assune

that all of these purchases represent incone Ke recei ved
during 1981.

The next question is how nmuch incone the
purchases represent. Respondent assigned a value to the
jewelry which it determned to be the fair market val ue.
We do not find respondent's determ nation valid. As
stated above, the cash expenditure nethod of incone
reconstruction requires that respondent |ook to the
anmount actually paid %y the taxpayer, not the fair narket
value of the item (See Taglianefti v. United States
supra.) First, in regards to the jewels and gold
appel l ant purchased for his jewelry setting business,
appel | ant kept careful records of what hepaid for the
itens. As these records were prepared prior to his
arrest and have not been inpeached by any evidence
of fered by respondent, we find the recorde convincing zs
to the actual price paid by appellant, a total of
$17,774, Second, we have already established that
appel l ant was, to sone degree, involved with the buying
and selling of stolen property. According. to the
burglars, appellant was purchasing items from them at
extremely low prices, €.0., pistols coomonly sold for_
$100 each. Consequently, we find that appellant received

further income in 1987 in the anmount he paid for the six
pistols, the bracelet, and the television set.

As we have established that appellant received
over $28, 000 in incone during 1981, We Nust NOW consider

how much of that incone came from taxable sources- _
Agpellant has provided us wth docunmentation proving his
recei pt of $13,000 in student 1locans, a nontaxable source
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of funds. Appellant nas further provided us with
statenents from nis sister and father alleging that they
Loaned him ovar $20,000 that year. |f these statsments
are accepted as true, the nontaxable cash appellant
received in 1981 would nore than account for all of the
known expanditures made by him

W note, however, that because of the special
rel ati onshio enjoyed by related parties, transactions
between famly nenbers require special scrutiny. (See
Barris v. Commissioner, ¢ 73,150 T.C.M. (P-H)(1973);
Anpeal Of |srael and Lilyan Stavis, Cal, St. Bd. of
EZqual., May 4, 1983, Appeal of Harry and Peggy Groman,
Cal. st. Ed. of 2qual., Dec. 7, 1982.) Unsupported
statements do not satisfy a taxpayer's burden of proving
that | oans between family members exist. (@ppeal f
Georqgia Cissebarth, Cal. St. "d. of Rgu2l., Peb. 4, 1886
Appeal of TsSrael and Lilvan Stavis, supra; Appeal of
Barry and Peggy  oman, supca.) Appellant nas only
provi ded sworn statenents that the loans existed and has
relayed the relatives' indignation that those statements
are not sufficient to prove that the loans were in fact
given. No matter how I ndignant the leaders may be, their
protests are only unsupported allegations, Appellant was
gi -ven anple opportunity to produce sone docunentation
such as cancelled checks or promi ssory notes, &to prove
t he exi stence and anounts of those leans.As he did not,
we find that appellant has failed to prove that he
recei ved an additional $20,000 in nontaxable incone
during 1981.

In sunmary, we find that appellant had over
$28,000 in expenses for 1981 while receivin? only $13, 000
i n nontaxabl e income. Consequently, the difference
bet ween the nontaxable inconme and the known expenditures

may be assumed to be unreported taxable incone.. (Appeal
of Fred Dal e Stegman, supra.)

Respondent has attenpted to redeemits full
assessnent through the use of a wartnership theory.
Respondent argues that appellant, pal Tucker,- difford
Claydon, and several others were part of a |large-scale
"ring" trafficking in stolen goods. Respondent contends
t hat any one nenber of a partnership may be held
responsible far the profits of the partnership as a
whole. Therefore, as the "partnership" allegedly made
over $200,300 during 1981, by assigning that profit to
appel | ant, respondent's assessnent is nore than
adequat el y supported_
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We need not consi der respondent's last
assertion or determine the alleged profits fromthis
"partnership." W find that respondent has fziled to
produce any evidence to establish that such a crimnal
partnership esxisted. Wiile all of the parties nanmed by
the burglars did know each other, there is nothing to
connect them as partners. Rather, it is clear fromthe
record that appellant was in conpetition with Tucker, the
central figure of the alleged ring. The burglars
t hensel ves stated that appellant used to buy geoods at
Tucker's jewelry store by outbidding Tucker and cthers.
(Resp. Br., 2x. P at 20.) Furthernore, the burglars
stated that after one sale of goods to Tucker, appellant
allegedly Stated that the burglars were being taken
advant age of at Tucker's, and that e would pay a better
price. (Resp. Br., Ex. P at 14.) Appellant told; them to
mecc hiw i+ Claydon's store whare Mo weuld boy ail of
their goods. (Resp. Br., Ex,. P? at 20¢.)These actions
resulted in Tucker forbidding appellant from buying at
his store. (Resp. Br., Ex, P at 20). Furthernore, once
appel l ant began to buy at daydon's store, the record
makes it obvious that Claydon attenpted to distance
himsel f fromthe buying and selLliang of stolen goods.
(Resp. Br., 2x. P at 30-35.) Finally, a centextual
readi ng of the supposed daming statement nmade by the
burglars that "it was like a ITttle ring, each person fit
together," reveals the sinple truth that-the parties xnew
each other. (Resp. Br., BEx. P at 33.) The record does
not indicate that they were all part of a "fencing ring,"
(See Resp. Rr., Ex. P at 33.) Consequently, we find that
respondent has failed to prove that appellant was a
menber of a partnership which dealt in stolen property,
Accordingly, respondent cannot use the alleged
"partnership" profits to prop up its assessnent,

Finally, appellant takes i ssue with
respondent's i ssuance of a jeopardy assessnent,
contending that as there was still tine left for
appellant to file his 1981 tax return, the collection of
his tax was not in jeopardy. W need not address this
contenti on. Respondent's ‘authority to issue jecpardy
assessments is conferred by section 18641, and its
decision to is'sue the jeopardy assessnent for the appeal
year is not subject to review by this board.. (Appeal of
Karen Tonka, Cal. St. Bd. of Equal., My 19, 1951; Appeal
of John and codelle Perez, Cal. St. B&. of Equai.,.

Feb. 15, 197/1.) our only consideration on appeal is the
propriety of the deficiency actually determ ned by
respandent for the period of assessment, (Appeal” of
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Karen Tonka, supra; Appeal of John and Codelle Perez,
supra.)

For the above-stated reasons, respondent's
assessnent nust be nodified to reflect as incone for 1981
only those known expenditures that cannot be accounted
for by appellant's nontaxable receipts'.
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ORDER

Pursuant to the views expressed in the opinion

of the board on file in this proceeding, and good cause
appearing therefor,

| T 1S SEREBY ORDERED, ADJUDGED AND DECREED,
sursuant to section 18595 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the petition of Jeffrey S. Horwi ch for
reassessment Of a jeopardy assessment of personal. incone
tax in the anount of $15,578 for the year 1981, be and
the sane is hereby nodified in accordance with the
foregoing cpinion. In all other respects, the action of
t he l%ranchi se Tax Board is sustained.

Ncre at Sacramerty, Califarnia, this 10th day
OfF Novenber ., 1986, by the State Board of Equalization,

with Board Menbers M. Nevins, M. Collis, M. Bennett,
M. Dronenburg and M. Harvey present.

Ri chard Nevins , Chairman
Conway H Collis , Member
WIlliam M Bennett . Yember
Ernest J. Dronenburg, Jr. , Member
Vl ter Harvey* . Menber

*For Kenneth Cory, per Governnent Code section 7.9
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